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PREFACE TO THE SECOND EDITION.

The first edition of this pamphlet was printed on 15th

November, 1909, and copies were sent to the general

managers of Canadian banks. A conference of bankers fol-

lowed, from which a faint hope was indulged that the bank-

ers would go on record in favor of some effective system of

inspection. This hope led to withholding the pamphlet from

general distribution pending action by the Canadian Bankers'

Association at its meeting on November 25th, 1909. A

motion that the substance of the suggested amendment to

the Bank Act (see page 37) should be adopted as a recom-

mendation to the Finance Minister, did not receive other

support than to be referred to a committee quite out of sym-

pathy with inspection from without. The pamphlet is there-

fore presented to legislators, to bank shareholders, and to

the public generally. Facts are the best arguments, and

even bankers opposed to the scheme of external inspection

herein suggested admit that the arguments presented are un-

answerable. I ask careful perusal, unbiased judgment, and

independent action.

H. C. McLeod.

Toronto,
November 26th, 1909.



CIRCULAR LETTER,

To Bank Siiarkiiolokks:

Since 1865 Sharcliolders in Canadian Hanks have lost

approximately $40,cxx),ooo throuj^h bani< failures. To pro-

prietors of banks this must he a startlinj^ fact, apart from

consideration of the double liability attachinjj to the owner-

ship of bank shares. Ordinarily these investments are not

temporary; bank shares are often bequeathed, and sometimes

instead of beinj^ a lej^acy they represent a call for tiie double

liability. Banks should be stable; they should exist indefi-

nitely; and failure throujfh speculation and fraud should be

made to practically cease. This pamphlet shows that ex-

ternal super\ision has been successfully adopted as a remedy

in countries transacting;' more than three-fourths of the busi-

nt s of the world. The reader may be fortunate in his

selection of banks in the shares of which he has invested,

and consequently he may not take much interest in the sub-

ject. But, in the course of human events, the manaj^^ement

of each bank must chanjfe, and, as the capacity for success-

ful bank manaj^ement is rare, safej^uards for banks are not

only desirable for the present, but their importance for the

future cannot be overstated. I suijji'est your personal inves-

tig'j.tion of the subject, in the hope that you will use your

influence towards lei^islation, foUowinf;- the course taken by

other countries; and ' do so with the utmost confidence in

the result of that investij^-alioii.

H. C. McLlod.

TORO.NTO,

November z6lU, 1909.
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A NXOrNCKMKNT has been maile that the I?ank Act

will be revised durini,' the prostiit session of Parliament.

This, therefore, seems an opportime time to fjive some

exteniled consideration to the desirabilit)' of adoptinjjf in

Canada j^overnment inspection of banks, or the independent

audit of banks by other means. I have lonif been con-

vinced of the needfulness of independent examination,

and advocated its adoptii. n at the last decennial revision of

the Bank A'.t. The weakest point in the Canadian bankinjj

system is the lack of any check on the direction and j^eneral

manajjement, and to this defect failures are mainly due.

The jjovernment examination of the I'nited States, and tlie

independent audit of (Ireat Britain and other countries, in

effect investi.yfate the conditions under which each bank is

g^overned. The supervision of banks which is advocated is

not experimental: in one form or another it is in voj^ue in

countries transacting^ more than three-fourths of the busi-

ness of the world.

On the 22nd of November, 1906, the Globe published an

article over my sii^nature urt^inj^- external examination of

banks.' That article called attention to bank failures in

Canada, which were twenty-five per cent, in number within

the precedintc twenty-five years, while in the United States

even an imperfect system of examination had reduced failures

to five per cent. The article, althouj^'h j^'enerally commended

by the public, called forth criticism by some bankers opposed

to external examination. Sir Edward Clouston in his annual

I. The letter appears in the appendix, page 37.



address, of 3rd December, 1906, to the shareholders of the

Hank of Montreal said :

Durinjf the last quarter of n i-eiitury, by failures of banks whii-h

could be orjfunizecl under our present baiikinvc laws, the loss to deposi-

tors has been under $750,000. The noteholders, of course, have lost

nothing. I speak only of banks that could be organized under our pre-

sent Acts. Other banks durin>f that period failed, involving; loss to

both depositors and noteholders, but they were actinjf under old char-

ters, and under conditions which do not now exist -in one case there

was no double liability. Out of the twelve banks that have suspended

since 1880 five only could obtain charters under our present system.

Of the banks in existence at the conimcncenient of the

period mentioned by Sir Kdward Clouston, some weru r^-an-

ized under Provincial charters with smaller capitalization

than the Canadian Bank Act requires ; some were elij.jible

to be organized under the present Act ; all were permitted

to do business under the Act. A number of each kind

failed, not for the reason of size, but on account ot the

quality of the manajjement, which in all >.ases was reckless,

in most cases fraudulent. If it be arj^ued that small banks

are more prone to disaster than larjje ones, the low percent-

age of failures in the United States, where the banks aver-

age very small in comparison with Canadian banks, gives in-

creased weight to my contention. With capable management

a bank of $200,000 capital is not niore liable to disaster than

a bank of $2,000,000 capital: the one must be content with

a small circle of opt ration; the other must avoid the temp-

tation to reach out vcith the dash and daring that in too

many instances, for want of restraint, has resulted in menace

and wreck. Splendid examples of banks that started with

exceedingly small beginnings may be cited from the list of

active Canad'an banks. Without prudent management capi-

tal is short lived : lack of prudence, which often progresses

to fraud, is what external examination should disclose.
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Sir KJwiird Clouston secminj,'ly intimates that statis-

tics of failures in Canada that tai<e in the eighties are too

remote. Investin'.;in^' the perio.l, 1893-ICJ09, it is found

that at the bejfinnint,' there were thirty-nine bani<s,

not under suspension, reportinjf to the Government ;

nine new banks have since commenced business, makinj,'

forty-einht in all ; ten have disappeared throu^'h merj;ers,

and nine, or about nineteen per cent, of the whole, have

joined the " majority," leaving,' at present twenty-nine banks

in active operation. I say "majority " advisedly, for investi-

jjation shows that in the history of incorporated banks in

British North America the list of failures exceeds in length

the list of institutions active in 1909.' To claim that our

present system has an effective restraining influt nee on

bank management is to argue against the statistics, and to

urge a virtue in the Bank Act that experience shows is

wanting.

In respect to the claim that less than $750,000 was lost

to depositors by banks entitled to organize under the present

Act, it is worthy of note that, although joint stock banking

in Australia was commenced in 1816, up to the bank crisis

of 1893 depositors in Australian banks had been wholly free

from loss.2 In that year the Australasian banking crisis

culminated, with liabilities of suspended banks exceeding -n

volume the aggregate liabilities of all suspended companies

and firms during any financial crisis that has ever occurred

within the British Empire. I shall again refer to this crisis.

As early as 1875 the audit of banks was a subject of dis-

cussion in Canada. I quote from an article of that time :

1. Mr. touUon's remarks at the annual meeting of the Bank of Toronto, January 9th,

1907. are interesting. (See appendix, page 53.)

1 Mr. Cork's paper of i8<m on the crisis of iSqst " It had been the proud boast of Aus-

tralians up to this crisis tliat no creditor of -n Australian bank had ever lost by the

banks."



" Now, the only way in which an examination of a bank with

"branches could be carried out would be by a simultaneous

"audit at all points on the same day." Stranjjely

enoug^h, the same argument is the most prominent to-day;

despite the audit of all the banks in Great Britain, in

Australia, in Switzerland, in Austria and in Russia. In

Germany the subject of bank audit is now under dis-

cussion. The branch banking system prevails in all those

countries, some banks having more than twice as many
branches as any bank in Canada. If there be any Canidian

bank of which a fairly clear insight cannot be obtained by

intelligent auditors within a week, by examination at

the head olfice alone, that bank's system is out-of-date,

and a chartered accountant's assistance might not be

amiss for the purpose of improving it. In our investigation

of *he causes of failure of banks operating branches, we
have not found one instance in which failure was due to bad

management at the branches. The general management is

always at fault, and the directors are frequently involved.

There is almost no other history of the cause of bank

disasters in Canada, and the same appears to be true

of other countries having similar systems of banking.

We have no record of fraudulent failure in which the

vicious conditions existing "could not have been readily

detected by an expert at the head office of the bank. The

assumption that a simultaneous inspection of every office is

necessary to an efficient examination of a Bank's condition

would therefore appea'- to be groundless. In fact examina-

tion of a bank's branches by auditors from without is not

necessary. The correctness of this statement should appeal to

to all practical inspectors ; and the proposal to forestall and

minimize disaster, by regular examination of the places where
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disaster is known to originate, should appear to the layman,

as well as to the expert, to be all that is essential at present.

Before the stoppage of the City of Glasgow Bank, the

Directors applied to the other Glasgow banks for assistance.

After protest by the Directors against the indignity of the

requirement of an examination, a chartered accountant with only

four hours' examination was enabled to form a definite opinion,

and he advised that the application be denied, as the bank was

irretrievably wrecked. This examination was made at the

head office. In accordance with the almost invariable rule

in such cases, the business of the branches had been properly

conducted and was sound. This bank had one hundred and

thirty-three branches.

The article of 1875, from which the foregoing quotation

is made, concludes as follows :

We shall have to trust as heretofore to the honor of bank officials,

and surely, considering the liijfh character enjoyed hitherto by those in

the positions of President and Cashier of our banking institutions, the

country may well rely with a great deal of confidence on their repre-

sentations.

To the writer of that article the then future presented the

same assurances that the present aflfords. But, what of the

subsequent record of fabricated balance sheets and fraudu-

lent management? We may most wisely estimate the future

by the past, and on that estimate urge legislators, if not

bank shareholders, to call for bank inspection from with-

out. Since banking began, the overwhelming majority of

managers and directors have been and are entitled to the

utmost confidence and the greatest respect. There have been

many other managers and directors whose high social stand-

ing and seeming success have induced implicit confidence by

the public, until their banks came under examination, when it

was found that confidence had been abused, and that which
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from the outside looked like brilliant financiering was criminal

recklessness. One of the features of the criminal trial of the

City of Glasgow Bank Directors was the number of witnesses

of highest respectability that came forward to testify to

the exceptionally high standing of the parties at the bar.^

The Montreal Witness of November 3rd, 1906, published

a letter by a distinguished banker, from which the following

is a quotation :

It might interest the IVitness to know that many j-ears ago, at the

periodical renewal of the bank charters at Ottawa, the Government had

apparently prepared themselves to establish this very scheme of inde-

pendent audit. The matter was introduced and elaborately discussed

by the Deputy Finance Minister, who knew that the bankers were all

opposed to it ; and as proof of its feasibility quoted from the English

Bankers' Magazine a report of one of the largest Australian banks doing

a business much larger than the Bank of Montreal. This report had

attached to it a certificate of its correctness by a firm of English audi-

tors of the usual high standing such as the one referred to by Mr.

Elmsly. It was contended that this was proof enough of the practic-

ability as well as the wisdom of the practice. Unfortunately for the

Minister and his deputy, one of the bankers present happened to pick

up the Bankers' Magazine ]\\s\. quoted from, and, on turning to the state-

ment of the bank referred to, found on the opposite page a report of

another Australasian bank— the Bank of New Zealand -equally good

in all respects to the one quoted from, equally large, and appa.-ently

equally satisfactory in every way.2 It had also the usual certificate by

the high class English auditors. The report was dated only a few

months back, yet the banker was able to inform the Minister and his

deputy that since the date of the report the bank in question had con-

fessed to the loss of its whole reserve fund—a very large amount—
and part of its capital. The banker put down the book with the remark:

"Comment is useless." I think the Witness may make the same ren^ark

if it looks more carefully into the subject.

Before reaching the conclusion indicated by the dramatic

incident related, it will be well to consider the cause of the

crisis in Australasia, and to ascertain whether it was the

result of fraudulent book-keeping or of a general decline in

I. Appendix, page 21, conclusion of Lord Advocate Watson's address.

3. The Hank of New Zealand is now in a very strong position.
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values following a period of inflation. P'or some years be-

fore the crisis, brink deposits had grown steadily and rapidly,

through advertising and " touting," not only in the colonies

but in Great Britain. As bank deposits increased, competi-

tion for loans became keener, in order to keep empioyed

the rapidly increasing bank funds. This competition en-

couraged loans on real estate, and induced speculation

and inflation generally. We are told: "The spirit of

"speculation ran mad, and financiers and adventurers of

" every kind had a carnival of dissipation with other people's

" money." Land companies, building societies and otiier

speculative companies were formed in considerable numbers;

some closely affiliated with leading banks. Revelations of

fraudulent management followed in due course, destroy-

ing confidence in even the old and legitimate building

societies and land companies; causing a general smash

of these corporations, and bringing the bank crisis of 1893

in the wake. The unwisdom of banks being permitted

to virtually own or to affiliate with speculative or pro-

moting companies, by whatever alluring name they

may be called, is emphasized by this lesson from

afar. A feature of the bank crisis was the comparative free-

dom of th'=^ banks from fraud and falsification. Nathaniel

Cork, in his paper on the subject, says: " No Director or

" Manager of any one of the thirteen reconstructed banks

" has been charged with prostituting his bank to his indi-

" vidual ends, and they are free from any taint of dishonor."

Growing distrust of the weaker banks, augmented by rumors

published by unscrupulous journals of the yellow type,

hastened their failure, and as distrust extended to the more

conservative banks a general and rapid shrinkage of values

ensued, from which depression recovery has not been complete.
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Bankers in decrying external examination are prone to

refer to this cataclysm of 1893. A glimpse at the statistics

may be instructive. Of fourteen banks that suspended in

that year, thirteen were reconstructed.' The City of .Mel-

bourne Bank failed in 1895, the Standard Bank in 1899, and

the Australian Joint Stock Bank now admits insolvency and

is proposing reorganization. We may therefore count four

failures out of twenty-three banks in existence at the com-

mencement of 1893. P'rom 1893 to 1909, with general

prosperity, rapidly increasing bank deposits and advancing

values, Canada shows failures of nearly one in five, while

Australia, despite the long incubating causes of the panic re-

ferred to, with consequent shrinkage in bank deposits and in

values, has a failure list which, from the statistics available at

this writing, appears to be approximately one in six. We
would seem to require to seek the records of some of the

States of the American Union, during the wild-cat banking

period of about sixty years ago, to find statistics with which

our system may make favorable comparison. Whoever seeks

the reason for this unfavorable result must reach the con-

clusion that the chief cause is want of supervision of the

direction and general management of Canadian banks.

Prior to the crisis of 1893 the audit of banks in Australia

seems to have been provided for in the acts of incorporation

ot the several banks, yet in '>^
'le Government of Victoria

enacted an amendment to the . ^mpanies' Act, under which

the banks were operating, making an audit compulsory by

auditors whose qualifications are set out in the .Act. This

.Act is an emphatic expression of opinion of those most cap-

able of judging of the causes of the disaster; just as the audit

of banks, which became universal in Great Britain after the

I. The l!ank ot VanUiemans Land failed in August, i8gi, and the Mercantile Bank
of Australia in March, 1802.
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City of Glasyow Bank failure, was an expression of the view

of British bani<ers on the necessity for an external audit.* Of

course, banks in Great Britain and Australia have their de-

partments for internal inspection, but experience in these

countries has shown that an additional protection is essential,

just as Canadian experience has demonstrated that fabrica-

ted balance sheets will occasionally appear so long as there

is no proper supervision of the general management and

of the direction. Auditing from the outside has had the

same salutary effect in Great Britain, under the branch

banking system, that government examination has had in

the United States, where banks are not permitted to have

branches.

Mr. B. E. Walker's statement, of the 8th January, 1907,

that there are many forms of possible loss which no govern-

ment inspection or audit could detect, is not an argument

against external examination.-' Those who urge such external

examination do not put forth the claim that thereby bank

losses will cease. The best internal regulations fail to

some extent and must ever fail so long as human judgment

is fallible. Mr. Walker will not argue that for the reason

that losses, and even irregularities, may occasionally escape

the keen eye of a bank's regular inspector that inspectors

are of no material service. Internal inspection is indispen-

sable to any bank with branches, as every banker knows,

notwithstanding that, in rare cases, it practically fails.

The same fallibility applies to external inspection, perhaps

to a somewhat greater extent, for the reason that external

examination is more casual.

The trend of banking in all countries has shown that

external examination is necessary, and, therefore, countries

1. Tlie Western Bank .indthe Royal British Bank failed some years earlier.

Both fraudulent.

2. An extract from Mr. V/alker's address a^'Pears in the appendix, page 31.
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having in the aggregate about eighty per cent, of the bank-

ing power of the world have adopted external examination

of banks in some form. Before the civil war, banks in the

United States failed to an enormous percentage of the whole

number. We cannot suppose that the devastation of that

war was conducive to stability in banking, yet, forty-three

yearo thereafter, the disasters, as pointed out in my letter to

the Globe, averaged only five and a half per cent, according

to number.^ No person can gainsay that the improvement is

mainly due to external examination adopted in 1863. At

present there is probably not a banker of any standing within

that country who would argue that banking there could be

successfully carried on by the present system it the exam-

ination were eliminated.

Mr. Walker argues that the shareholders have the power

to secure any kind of inspection or audit they want. There

can hardly be a more perfect system of inspection and super-

vision of loans, from within, than that described in the ninth

annual report of the Federal Bank of Canada.- Although the

shareholders and the public received the assurance of the

existence of an excellent system of internal examination, the

system as described could have existed only in the imagina-

tion. Evidently the statement improved the credit of the

bank, for at its failure th losses aggregated about seven

million dollars.-' We need not refer to the control of the

shareholders' meetings by the unworthy President of the

Bank of London, nor lengthen this paper by similar refer-

ences to other banks that have failed. Shareholders, out-

side of electing directors, take little interest in the bank of

which they are proprietors ; indeed they rarely take the

trouble to attend the annual meetings in sufficient number to

1. See letter in the appendix, page 1%.

2. An extract from '.he report is given in the appendix, jiage 2J.

3. Monetary Times, vol. 27, page ir»5.



form more than a quorum. In almost all cases the directors

and the management arrange beforehand the transactions of

the annual meetings, and the shareholders in perfect con-

fidence acquiesce.

Much has been written about management by directors,

and in numerous cases directors have been held up in the

pillory of the press for the reason that their bank had failed

through the manipulations and deceptions of the general man-

agement. Lord Moncrieff, (Lord Justice-Clerk), charging the

jury in the City of Glasgow case, gave a practical view of the

duty of directors and one that will appeal to bankers; he

said :

You have heard a good deal about what the duties of a Director of

such an institution are; and from the views that were quoted to you by

my learned friend Mr. Trayner as having been expressed by the court

in former cases I have nothing to suggest in the way of dissent. A

Director is generally a man who has other avocations to attend to. lie

is not a professional banker. He is not expected to do the duty of a pro-

fessional banker, as we all know. He is a man selected from his posi-

tion, from his character, from the influence he may bring to bear upon

the welfare of the bank, and from the trust and confidence which are

reposed in his integrity and in his general ability. But I need not say

that it is no part of his duty to take charge of the accounts of the bank.

He is entitled to trust tiie officials of the bank who are there for that

purpose, and as long as he has no reason to suspect the integrity of the

officials, it can be no matter of imputation to him that he trusts to the

statements of the officials of the bank acting within the proper duties ot

the department which has been entrusted to them. You may assume

that. It will not, however, follow from that, that where special circum-

stances arise to bring under the notice of the directors particular inter-

ests connected with the joint stock company there may not ensue an

obligation of inquiry and an obligation of action which might not be

necessarily inferred from the nature of the position which they hold.

We must look this matter plainly in 'he face as it actually occurs in

practical life. Remark has been made on the amounts— the extra-

ordinary amounts— disclosed in this case— amounts that take one's

breath away as applied to ordinary commercial concerns ; but we must

not assume that in the inception of the sad history which we have had

detailed here during the last fortnight there was anything abnormal

whatever.
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Whatever may be said of the privileges and the duties of

directors, the fact remains that too frequently the general

management of banks falls into the hands of the incom-

petent and unworthy. In cases where the directors are not

involved they generally seek to do their duty; sometimes to

find after many years that they have been systematically

deceived. All, or practically all, of the directors of the

Ontario Bank, although they gave what they thought to be

the most careful attention to the bank's affairs, remained per-

fectly satisfied and proud of the solidity of their bank, until

within a few weeks of the closing of its doors.

Viewing the development along the lines of safety of com-

mercial banking in other countries, which has been shown

to be greatly aided by external examination, surprise may

be expressed that with a few exceptions the general man-

agers of banks in Canada are opposed to the adoption of

any of the systems of examination in vogue elsewhere. But

the banks of Canada are more than commercial banks. In

their much advertised capacity of savings banks they absorb

a great portion of the floating wealth of the country. Much

of the savings of the thrifty that are thus acquired comes

from depositors not in a position to judge, or incapable of

judging, of the quality of the management of the bank

selected as a depository. Mr. Walker's claim, that it is not

difficult to estimate the quality of the management of a bank,

is correct, when applied to the facilities that a general man-

ager may have of judging of a competitor, but depositors as

a rule have not the technical knowledge necessary to a cor-

rect judgment. In this respect the depositor of small means

should be safeguarded. Another feature that entitles the

savings depositor to consideration in banking legislation, is

the fact that he is merely a general creditor of the bank in
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which his savings are placed. Noteholders are protected by

the conditions of the law which make a bank's notes tlie

first claim on its assets ; the government is protected in that

its claims come next; the savings depositor falls into the last

class, that of the ordinary creditor who is paid only after the

noteholder and the government. it seems only fair and

reasonable that a class of creditors so little ahle as a rule, to

afford the loss or even the temporary withholding of their

small savings, and so little able to judge of the quality of

the institutions in which their savings are lodged, should

have the protection that may be afforded by external exam-

ination. The following extract from the report of 1907 ot

Mr. Pierre Jay, Bank Commissioner of the State of Massi-

chusetts, is a clear statement of the manner in which the

necessity for protecting the savings depositor is generally

recognized in other countries :

The savings of tliosc of small means, both in the United States and

in foreign countries, have always been regarded as entitled to excep-

tional protection. Laws have been enacted carefully regulating the

loans and securities in which savings may be invested by the agencies

authorized to receive them. The Massachusetts savings bank laws

have served as the models for those of many other States, and the sys-

tem of savings banks which has grown up under them is one of the

great achievements of the Commonwealth.

The Governor in his inaugural address wisely recommended that the

investment of savings deposits should be uniform in all institutions

authorized by the Commonwealth to receive such depo:iits; in order

that, whether he puts his savings in savings banks or foreign banking

corporations or trust companies, the savings depositor may know that

they are investi-d in the same kind of loans and securities, and are

equally safe.

In Canada, as we have already shown, instead of receiv-

ing protection, savings depositors are entitled to rank on

the residue of a bank's assets only as general creditors.

Depositors, large and small, have been placing their savings

in Canadian banks since banking began in this country. In
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former years the volume of deposits was moderate, but dur-

ing the past twelve years there has been an enormous expan-

sion in the totals. Most banks have dealt with these sav-

ings in a legitimate way. We know that in some banks that

have failed, money has been dumped by the general

management by hundreds of thousands of dollars, and even

millions of dollars, into speculation or into promotion

schemes. It is true that in recent years depositors have not

suffered by the larger failures. This is not due to any pro-

tection thrown over them by legislation, but to the self-pre-

serving action of bankers, combining to avoid the disturb-

ance of credit and the distress that would be caused by sus-

pension and ordinary liquidation. One unfortunate result of

such combinations of banks is the idea that has gone abroad

among depositors that deposits now are as safe in one bank

as in another; an idea that is likely to be distressfully dissi-

pated when the next bank wreck occurs.

From the arguments presented herein, it is apparent that

the want of stability in our banks is not due to conditions

appertaining tv.^ the business of the country. These condi-

tions have been such as should insure success of banking

institutions operating under any financial system entitled to

exist unchanged. Despite favoring conditions bank disas-

ters have been of more frequent occurrence here than else-

where, due in most, if not in all cases to causes removable by

external supervision. We have seen that inspection from

within is useless to prevent the failures that arise from the

fraudulence of the general management, in which the direc-

tors often share. Where the directors perform their duty

they are often deceived by the misrepresentations of the man-

agement. The directors and the general management of

corporations of all kinds are accustomed to control the vot-
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infj power at the rej^ular shareholders' meetinfjs : therefore,

the suggestion vhut shareholders may have any audit they

want is not a remedy that would be applied generally and

effectively. The only reasonable conclusion, in regard to

the means to be adopted for the prevention of bank failure,

is that the remedy must be by verification of the work of the

general management. That remedy can be applied at the

head office, where the evidence is available on which the

general management prepares the statements furnished to

the public. The custom of auditors and examiners of a bank

having branches is to examine the inspection reports made

by the bank's regular inspectors, as well as to pay special

attention to the accounts from any branch having trans-

actions out of the ordinary, in magnitude or otherwise. We
have shown that these methods are practised in other coun-

tries having a branch banking system, as well as in coun-

tries where the branch banking system does not prevail, and

that the results are salutary.

In presenting this subject I have thought it well to re-

produce, in the form of an appendix, pertinent articles that

have appeared in the press, including those articles that pre-

sent the most potent arguments against examination of banks

from without, my desire being to give the reader the oppor-

tunity of readily reaching a judgment on this matter, which

has such a vital connection with the financial and commer-

cial prosperity of the country.
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APPENDIX.

City of Glasgow Bank Criminal Trial of General

Manager and Directors.

Conclusion of the address by the Proseciitinj,' Attorney,
Lord Advocate Watson:

Gonllemofi, I have only oiio word to say in i-oiuliision, and I roj;;rot

that that word should havi- bt-i-n forcod upon mc by thf enormous mass
wo have had in the present eas*- of evidence of eli.iiailiT. I don't ask

you to lay aside for one moment the fact that these wen- g'entlenien of

position and of hijjh repute. They are entitled to any fair presumption

arising from their havinjf such repute; but to press tint evideiue to the

length to which it has been -essed by witness after witness in that

box, is the most preposterou .ing I have ever heard in a Court of

justice. If it be true that nt one of them is capable of comniittinjf

such an offence, nobody did it — a very ••Mj,'ular result. Kvidence of

character in connection with certain offi-nces is a v.tluable injfredieiit

in deterniiniiijif the k'"'' '^r innocence of the accused ; but I tell you, in

a charjfe of this sort evidence of character — although it is not to be

laid aside — means that you are not to treat them as if they were men
of bad cli.iracler ; it amounts to no more ; I tell you that .m ofl'ence

such as this is impossible except to a man of good character. If a

man h.is not a good repute — if a man has a bad repute — you will

never find him in the position of a Director of a great bank, entrusted

with millions by the public, or in a position to work that wreck upon
any institution which has befallen the City of Glasgow Bank.

Septeinber 12, 1879: Montrea/ Star sini^s :

Sir Francis llincks is reported to have said: " If anyone believes

"th.Tl a bank man.'igcr cinnot keep the true state of affairs from the

"directors that man knows nothing of banking."

Note:— Sir Francis Mincks was formerly Minister of Finance of
Canada. L'nforiunatcly for him lie was President of the City Rank,
Montreal, which merged with the Royal Canadian Rank into the Con-
solidated Rank of which Sir Francis became President. Doubtless
each of the merged banks was insolvent at the time of the amalgama-
tion, May 1876. The new bank lasted about three years, the end being
disastrous to all concerned; disclosing the usual features of bank
wreckage.

iiliiiliiPiiiPif
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Directors' Assurances of Supervision Federal Bank
of Canada.

Hlxtract from President's address at the 9th annual meet-
ings, June 19th, 1883 :

When you consider that before any credits are granted they are
carefully discussed by the Hoard ; when you consider every application

for credit or d'.scouni is first transmitted by the loc.-'l manajjer accom-
panied by a full report as to the customers' business, character and
means, that weekly, monthly and quarterly statements are received at

the head oflicc, carefully examined by the g-eneral manajfer, inspector
and assistants, as also by the board, you will ajjree that the system
and supervision cannot be well improved anil that losses are thereby,
if not avoiiled, at all events, reducei' to a mininnun.

Bank Inspection.

Copy of letter by Mr. Thomas Fyshe which appeared in

the Montreal IVifiicss of October 29, 1906 :

To the Editor of the IViliiess : Sir, — 1 retfret to see from your re-

cent issues that you are takinj,' a stand in favor of jfovernmetit bank
inspection, anp.ireiilly impelled thereto by the recent shameful collapse
of the Ontario Hank. This proposition has been under discussion at

every renewal of the bank charters, extending- back for over thirty

years, with the result 'hat the opinion of the bankers is alnvvsl unani-
mously opposed to it. It is a simple matter of fact, that the legislation

on which our admirable b.mking system is founde<l, was the work
almost entirely of the bankets, no have had many strenuous tights with
the politicians to prevent the introduction into Canada of .American
banking i.leas, .vliich would have been fatiil to our system and ilis.is-

trous to the country. The .Vmericans are to-day cursed with a banking
and currency .ystem which is a disgrace to them, and which the united
wisdom of the country seems unable to cope with. If we had been
guided by our politicians we slunild probably have reached a simil.ir

situation. On the contrary, our bankers convinced the politicians that
so far as bjMiking was concerned they knew better than the Yankees,
with the result that we now have a banking system second to none in

existence, llu- .ulvantages of which to the nation are evervwlu-r,. con-
spicuous, lowing as much as tliey i^K^ to the bankers of the country for

this gn^it service, il is to bi hoped that the people of Canada, before
tmkeiiiig with the Hank .Act, with the view of establishing goveriunent
inspection, will tak.' counsel with our bankers, and be guided by their

judgment, as being a m.itter which they thoroughly understand, and
which the public do not.
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It hat) bei-ome too m\ich the habit to appeal to the government to

regulate everything that goes wrong, forgetting the tremendous

seriousness and significance of making a new law which may work .

hundred times more mischief than it is designed to remedy.

Better, perhaps, to bear the ills we have than fly to others which are

not unlikely to be worse— even at the suggestion of such a resnected
organ of public opinion as the Witness.

There is this other view of the case : Why should any great public

effort be made to maintain in existence such institutions as the Ontario
Bank has shown itself to be ? No government inspection could ever
have changed it, or made it worthy of living.

Such institutions are destined by their very nature to be crushed out

sooner or later, and the sooner the better.

If, instead of thinking of establishing government inspection with

the view of bolstering up weak institutions, which have little warrant
for existing at all, the government would seriously consider the un-

wisdom of continually chartering new banks as they are applied for,

by people with more ambition th.in sense, they would confer a much
more subst.intial benefit on the country, by refusing to create institu-

tions which the country does not need, and which when created, are

likely ii> time to go the way of the Ontario Bank.

70 McTavish street, Oct. 26, 1906. Tuos. FvsHE.

Bank Inspection.

Copy of article in Montreal Witness, October 29, 1906:

Mr. Thomas Fyshe, the distinguished banker, in his letter to the

IVitiuss to-day, deprecates government bank inspection. Mr. Pyshe,

however, offers no help in the present crisis. VV"hat the public is prin-

cipally concerned about is that something should be done, and ;is early

as possible, to prevent a recurrence of such a disaster as that of the

Ontario Bank. Fc.' years that bank has been rotten and its notes

illegal, and yet the Bankers' Association did not know anything about

it. Neither did its own directors. So soon, however, as the books of

the head office came under examination surprising frauds were obvious.

The position that the Witness takes is that if the Ontario Bank's allairs

had been independently audited the bank could not have got into such

a deplor.ible condition, or, at worst, would have been pu' out of busi-

ness long ago. Whether the inspection should be done by the govern-

ment or by the Bankers' Association is a question open to discussion.

An independent audit of some kind is evidently needed and sliouUl in

each case be demanded by shareholders. Professional accountants, act-

ing on behalf t.tf the Finance Department and the shareholders is the

metbou * ivored in some quarters. No one coulil think of asking for

the unclastic banking system of the United States. There may be
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special auditing: difficulties as the result of our extensive branch sys-

tem, but a head office audit would, so far as appears, cover the public

need. The banks themselves look pretty well after the branches.
The failure of the Bank of Yarmouth, last year, and <hc present Ontario
Bank fiasco are sufficient proof of the necessity for reforms. Mr.
Fyshe himself says :

" It has become too much the habit to appeal to the government to
" regulate everything that goes wrong, forgetting the tremendous
" seriousness and significance of making a new law which may work a
"hundred times more mischief than it is designed to remedy.

" Better, perhaps, to bear the ills we have than fly to others which
"are not unlikely to be worse— even at the suggestion of such a re-

"spected organ of public opinion as the U'/'uess.

"There is ili,, other view of the case : V, by should any great public
"effort be m.ade to maintain in existence such institutions as the
" Ontario Bank has shown itself to be. No government inspection
" could ever have changed it, or made it worthy of living.

"Such institutions are destined by their very nature to be crushed
"out sooner or later, and the sooner the better."

Such inspection as we advocate would surely have resulted in some-
thing better and not worse than the present state of things. It would
indeed have resulted in the closing of that institution long ago, which,
to all outward appearance, was so flourishing right up to the last

annual meeting (when the dividend was increased), and for some time
afterwards. Take one point : The bank had illegally bought up its

own shares, so as to bolster up the market and give the shares bought
and sold by the public a fictitious value. We agree with Mr. Fyshe in

his view that the sooner such a calamity-carrying piece of deceit is put
an end to the better. It appears to us that It is for our bankers now
to suggest what safeguards will guard our banks against the popular
suspicion which is liable to grow out of such revelations and in times of

excitement fall upon the just as well as the unjust.

Bank Audits and Inspection.

Extract from article in Monetary Times, November 3, 1906,
Page 634, Vol. 40 :

The employment of Independent chartered accountants as auditors
did not prevent the suspension of hundreds of Australian banks in 1893.*

The employment of an independent auditor would surely have prevented
the Ontario Bank fiasco. The trouble ^t the Ontario Bank was not in

lack of government Inspection, but, apparently in lack of inspection
altogether at the head office. The Ontario Bank seems to have been
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quite an exception in that rejjard. Its jjeneral manager liad no ex-
perience in a head office before lie tools the reins. No other general
manager of a Canadian bank would be able to raise in New York, on
his own word, more money than would obviously be necessary for his

current personal expenditure while on the business of the bank, without
a voucher signed by two officers of the institution.

Sixteen banks suspended in 1891, 1892 and 1893, of
which three tailed in that time.

What the Bankers Think.

Kx ract from article in Aionctary Times, November 10,
UK

, Pajfe 669, Vol. 40 :

The general view among Canadian bankers continues to be that
government inspection is not desirable ; would not achieve thorough
knowledge of a bank's affairs, and might indeed be harmful because
giving the public an impression of governmental guarantee, while the
officials from Ottawa know no more than any other inspector would or
could.

There is one among the general managers ot banks who approvi f

goveriunent inspection, but probably he stands alone.

Inspection of the banks by government officials must be simultaneous
to be effective, //not done all at the same time they would inevitably "get
out of one another's way" that is to say one t)ank might— supposing it to be in

diffunlties— arrange for assistance from another friei.dly bank which had
already been inspected. (The Italics are ours.)

I

Call for an Independent Inspection of Banks.

Copy of letter bv Mr. H. C. McLeod, General Manag-er
of the Hank of Nova Scotia, which appeared in the Toronto
Ghhc of November 22, igo6 :

To the Editor of The Globe : Through the press and from the plat-

form the banking system of Canada Is lauded as being the best In the
world. In many particulars the system Is admirable, our elastic bank
currency and the readiness with which the ban'.ing requirements of

new districts are met by branch extension being its strongest features.

However, it Is not without defects, some of them of vital Importance.
Of these the most prominent Is the lack of external Inspection, wliUh
experience in the western hemisphere has demonstrated to he essen-
tial. The public have been reminded of this necessity by the recent

failure of the Ontario Hank and the leading pajiers of the country are
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almost a unit in demanding reform in this particular. The reasonable-
ness of this demand is made clear by a review of Canadian banking
history since 1880 and before, and is confirmed by the experiences of

our near neighbors p>»or to the civil war. In 1880 there were in exist-

ence in Canada forty-one banks ; since then seven have been incor-

porated and have commenced business, making a total of forty-eight

banks. Of this total twelve have failed and some others have saved
themselves by amalgamation. The failures are, therefore, twenty-five
per cent, within a period of twenty-six years, the last ten of which
were years of unexampled prosperity, with steadily rising deposits,

conditions under which evi-n insolvent banks seldom close their doors.
Most, if not all, of the above mentioned failures were fraudulent, and it

is now plainly evident that a few hours' examination by a skilled banker
would have disclosed an insolvent condition in any one of the banks,
years before it collapsed. In each of the two most recent disasters a
cor.-ect diagnosis could have been made ten or more vears ago. Some
urge that the Government should call for special returns, but what
value should attach to special returns from the Bank of Yarmouth,
from the Ontario Bank, or from any of the other wrecks gone before?
They would simply have enlarged the piles of incorrect and deceptive
bank returns in the Finance Department. What is writ'.en by one hav-
ing unusual facilities for observation is eminently true: "It is extremely
rare to find a bank has failed without some of the officers tommilting
fraudulent or illegal acts to hide it." There is at least sufficient tr uh
in the above to dispose of the suggestion of special returns and to Jis-

pel faith in the returns of badly managed banks.

Some Canadian bankers, including one writer, whose words are en-

titled to great weight, contend that Government inspection has failed

in the United States. L'nder the National Bank .Act of that country
there has been a somewhat imperfect system of bank examination, and
a more imperfect system by some of the State Bank Departments. I

say imperfect, for under the national system there were employed la

year 78 examiners, whose duties required the making of no less than

11,516 inspections each year ! For the forty-three years during which the

National Bank .Act has been in operation there have been established

7,966 banks. Of these 460 have failed, the failures being equal to 5J-2

per cent, of the whole number for the period. .As for the banks other
than national, with a more imperfect system of inspection, or no system
at all, the failures reached 17

centages appears ;.s follows :

per cent. The comparison of the per-

National banks failed in 43 ve.irs

Other U. S. Banks failed in 4,^ vc.irs

Canadian banks failed in 26 vears

National banks failed in 26 years (same period)

,s 4 per Ct nt.

'7 •2 per Cc lit.

2-, per ce nt.

5 per ct at.
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External inspection must not be rejfarded as an unfailing cure ; it

has its limitations, and the best that can be said of it is that it is a pre-
ventative that, if properly applied, will make bank failure almost un-
known. An inspector cannot discover an embezzlement until after the
act is committed

; neither can he avoid a ruinously bad debt made be-
fore his visit, but the progress toward failure is generally slow and in
the majority of cases a pruden, inspector would, by his advice and
authority, save the situation and direct the management into safe
channels.

The subject of the establishment of an effective bureau of inspection
is one of the utmost importance, for unless it is founded on conserva-
tive lines, in which the interests of all sound institutions are carefully
conserved, much more harm than benefit would ensue. Bank share-
holders are the parties with the m.ijor interest at stake, and for the
present the subject would be better if left to them and to their repre-
sentatives, in the hope that a satisfactory solution of the problem may
be reached.

Toronto, November ji. 1906. H. C. Milmn.

Bank Inspection from Within.

Copy of an article which appeared in The Globe of Nov-
ember 28, igo6 :

.A.oout three weeks ago The Globe threw out the suggestion that,
whatever might be the merits or efiiciency of Government inspection of
the tr.msactions of a chartered bank, it might be a good thing to have
an officer appointed by the Board of Directors, who would be iiidopen-

dent of the General Manager, and whose dul\ it would be to inspect,
in the fullest sense of that term, the head office as well as anv branches
he might choose to visit. One suggestion Included the idea that this

official, howsoever entitled, should report to the Directors, not to the
Manager, and that he should inform the Board of the dealings of the
directors individually with the bank. Such reports as a competent
official, armed with such inquisitorial authority lould make to his
Board might be of great advantage to the bank, because they would
be the best practicable guarantee to the depositing and note-holding
public that no questionable transactions were tolerated in the i.istitution.

It is interesting to learn, from a report in another column, that the
directors of the Traders' Bank of Canada have taken a new departure
in the line of the above suggestion, and lia\e actually appointed a
Directors' .Auditor and President's .Assistant. While this is the first

formal appointment to the position so designated, it appears fri>, . the
published statement that the system described has alreadv b-en tried
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by the TradiTs' Hank with satisfHotorv results. It would not be sur-

pri.sin;^ to find the precedent thus set followed by other banks, to the
jfoneral advanta^^e of the whole community.

Bank InspecHon from Within.

Copy of letter by Mr. McLeod which appeared in The
Globe of Novetnbei 29, 1906 :

To the Kditor of The Glohe -. With reference Ic a leadiii},' article in

your issue of to-day under the above caption, I most respectfully beg
to ask what beneht would have accrued from an inspection by an em-
ployee of the bank and a special representative of the Hoard of Direc-
tors in any >.•<{ the folKnvInt,' mentioned failures : — The Exchanjfe Hank
of Canada, the Maritime Bank of Canada, the Hank of London, the
Central Bank of Canada, the Federal Bank oi Canada, Commercial
Bank of Manitoba. Hanque Ville Marie, the Bank of Yarmouth, or in-

deed of almost any other bank that has failed, omittini,'- the Ontario
Bank, the facts of which failure are now the subject of inquiry bv the
courts?

From the history of bank disaster, it appears that, while there are
exceptions, the rule is that at least the directors dominatini,' have
knowledge ot, or are directly concerned in, the failure of their bank,
and often they are the cause of thj disaster. The remeily ii external
inspectioi;, and that remedy was applied in Scotland after the failure
of the City of Glastjow Hank in 1878. There, in each case, chartered
accountants are appointed to audit the bc.nk and to verify its state-
ments. The same plan is in vogue throughout the I'nitcd Kingdom.

Toronto, November .28, 1906. H. C. McLeoI).

More About Bank Inspection.

Copy of an article which appeared in The Globe of Nov-
ember 29, 1906 :

Mr. H. C. McLeod, General Manager of the Bank of Nova Scotia,
discounts the suggestion that a useful purpose would be served by a
special otTicial on the stall of a bank whose duties are confidentially
inquisitorial, whose standing is not subject to the approval of the Gen-
eral Manager, and whose services are at the call of the President, or
of the Hoard of Directors, or of any individual member of the direc-
tor.ite. He cites instances in which such an officer would be handi-
capped because, he says, " The rule is that at least the directors nom-
inating have knowledge of, or are directly concerned in, the faih..- of
their bank, and often they are the cause of the disaster." Granted
that dishonest "directors dominating" would be able to dismiss or
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circumvent any of their employees. What is contemplated in the ap-
pointment of such an official is that the directors are honest as well as
capable, and arc desirous of obtaininjf all useful information conceniinj;
the operations of their bank. Assuming that the Directors are dis-
honest and the General Manager dishonest, not only could the bank's
own inspection be defeated, but even 'external inspection " might be
deceived. In any case "inspection from within " is a protection pro-
vided by the bank itself, its shareholders, or its directors, while " ex-

ternal inspection " is a matter for the Government, or the Bankers"
.Association, or some other outside interest. The one does not exclude
the other.

Outside Bank Inspection.

Copy of letter by .Mr. Thomas F"yshe which appeared in
the Montreal /f'/Vw-vy of December i, 1906:

To the Editor of the ll'iliiess : Sir, — Allow me to congratulate vou
on having found among the bankers a supporter of your proposal to
establish a system of outside bank inspection. I am afraid, however,
that it will take more than all the assistance you can get both from .Mr.

McLeod and your correspondent, 'Observer,' to make out a good case
for the establishment c>( any such foolish machinerv.

You say, '.An effective bureau of inspection would have saved the
Banque du People, the Banque \'ille Marie, the Ontario Bank and
others from their worst evils, even if it did not save them altogether.'

Setting aside the necessary definition of your phrase, 'aneflfective
bircau of inspection,' and supp -sing such a thing were obtainable, in

my opinion it could not I. ue done any such work as you claim. It is

hardly possible to conceive of such results being brought about bv any
possible audit or inspection.

What manager or director in control of any of our banks juld be
content to be taken charge of, like so many stupid, errant schoolboys,
and twisted or guided or bullied into a condition of fitness, by irrespon-
sible auditors or inspectors, carrying probably less weight than some
of their own clerks ?

You talk of 'inspection,' but whnt you evidently have in mind is

some kind of regenerating apparatus for achieving a combination of
moral and mental reform, rounded out and completed with a special
banking training by means of which unprincipled and incompetent bank
managers and directors can be transformed into efficient specimens of
their kind ; and the institutions they are conivected with so saved.

But if it had been possible for an etfectivc bureau of inspection to
save the banks named from failing, would it have been a good thing
for the community ? I say, most emphatically, no. Death is as neces-
sary in this world as life, and, when efficiency has gone out of an insti-
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tutioii. ... Cod's name lot it die. Its place will he taken by sonielhinK
better. \\ hat the community wants is efficiency : and it can have that
only fron. the powertul institutions, owinjr their strength to spontan-
eous jfrowth from within, not to buttressing up and watching care from
the outside.

Natures w.iy of working is to obtain slretiKth and efliciency by
estabhshinjj a stru^Kle for life, and causinj; the fittest, because the
stronjfesl. to survive. The IHtmss and its supporters know better.
llK-y say -let all live. ^,^M and bad, stronjf and weak alike, and let
the community cstahHsh machinery to l.-.ke charge of the incompetent
and bail, .mil reform them, .md make them competent so that tiiey
m.iy continue to hold their position, and the weak institutions with
which they .,re connected be kept alive, and things made pleasant all
roimd — ;ind damn the expense !

Hut Nature will h.ive none of it. Strens-th will conti.iue to rule till
the end of time

; and we shall only waste our time and energy and
money by tryinjf to make the virtually dead or uying to live.

The world is already sutrerin^r to a deplor.-.bl'e exteiu from its ever-
K'rowmjT army of non-producers, but the Ifilness still calls for more.

The n-il,u-ss. I am glad to see, has a liiKh opinion of the Bank of
Nova Scot.a. It is probably, for its size, the stronjfest baak in the
country, and it deserves all the credit that it has, both for the work it
has done, the position it has achieved, and for the men it has raised
But It m.K'ht interest the mtmss to know that, thirtv-five jears ago,
that bank had an experience not unlike thit of the ' Ontario,' of recent
date. Its manager took to speculating to an enormous extent with the
bank's money, on his own account, and caused such loss to the bank
as to endanger i.s credit and existence. Fortunately, however, there
was then, as now, no government, or outside inspection to enable the
carpmg press and gaping public to get in their fine work ; otherwise
the bank, instead of living to be a blessing to the country and a credit
to all connected with it, would in all probability, have been speedily
hurried to a dishonored grave. As an example in this discussion it is
well worth pondering over. Thos. Fvshe.

70 .McTavish street, November 27, 1906.

Bank Inspection.

Extract from letter by the Vice-President of the Institute
ot Chartered .Accountants of Ontario, MaJ and Empire
December i, 1906

:

The failure of the Ontario Bank has drawn special attention to the
point in bank administration at which there is no watchdog— the gen-
eral ledger at the head office. Here is the reservoir into which pour
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tho str.-ams of statements from the inspected branehes, and from this
source are drawn the fact, and fiKures that present the banks condition
monthly to the Government and half-yearlv to the shareholders.

Outside and independent inspection and .horouKh audit is possible
here, and .t should be instituted forthwith in the interest of the public
and the shareholders, and <or the preserxalion ot the deser%edlv hiirh
reputation that Canadian banks have achieved. The presidentof the
Onl..r,o Hank certified that the Ranks statements to the Government
and sh.ireholders were true; the other presidents do the same thin.i;
Does anyone believe that presidents know of their own knowledge
reached by personal checking and inspection, that the fi^^ures presented
are even approximately correct ? Let us continue lo have the signa-
ture ol the jfcneral manager to a banks statement, he oujfht to k.tow,
he .s pa.d for knowing, and should be held to ^rim responsibilitv, but
let us also h..ve the verification by independent, competent account-
ants, wholly free from the infiucce of the K^neral manager and the
directors, that the statements presented are true abstracts fr .m the
bank s ledjrer at the head office and actually represent its financial
condition at the date of issue.

A former president of a Canadian bank, a., eminent statesman, one
who had been Finance Minister of Canada. I refer to the I,-.te Sir Fran-
cis Hincks, was arrested on a charge similar to that made aL-ainst the
president of the Ontario Bank. The prosecution failed because Sir
Francis could noi, any more than could Mr. Cockbiirn, be certain that
what he si^ed was true, but the law (very absurdlv, I think) made his
signature obligatory.

j. ^y. Johnson, F. C. A.
Belleville, November q, 1906.

Canadian Bank of Commerce.

Extract from Mr. B. E. Walker's reference to the failure
of the Ontario Bank in his address to shareholders at
annual meetinjj, January 8, 1907, Monetary Times, Patre loao
Vol. 40:

' "*^'

-Neither Government inspection nor compulsory audil ui do for us
what our trained bankers do. Still if Government inspection or com-
pulsory audit would give any substantial protection to the general pub-
lic we would not object. These systems, however, must more or less
create the impression that they afford a protection which they cannot
in the nature of things possibly afford. We do not mean to say that
such an examination would not have discovered some of the deceit
recently laid bare in the bank referred to, but we do say that there are
many forms of possible loss to shtreholders which no Government in-
spection or audit by a chartered accountant could detect.
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In the last analysi.s a bank must be- jud){od by its board and by the

men who constitute its manaffement, not merely at head office, but at

its branches, and it is not so difficult as some would have us think to

judjfe whether a bank is carefully officered and safely manaf^ed or not.

We need not expect that bank officers can be made wise or honest
by lejfislation, nor can any I.ejfislature successfully protect innoc.-nt

people from the effects of their own bad judgment and lack of business
skill in selectinjf their investments. Besides, it is to be borne in mind
that the shareholders of any bank have sufficient power, without further

leg-islation to secure any kind of inspection or audit they may desire.

Bank of Toronto.

Extract from General Manager's Address at the fifty-first

atinual meeting^ held January 9, 1907, Monetary Times, \\\^^
105 1, Vol. 40 :

Looking back over the period of fifty years, we are reminded of the
changes that have taken place in the banking institutions of the coun-
try. We are prepared to find changes in a business community
amongst the ordinary mercantile houses, bu' in connection with finan-
cial institutions, we are led to consider it natural for them to exhibit
greater stability. The record of the past, however, does not show that
this is a necessary result.

VV'en the Bank of Toronto opened its doors in 1856 there were
twelve chartered banks in the Province of Ontario and Quebec. Of
these there are only five doing business to-day. In the next succeed-
ing ten years thirteen new banks were formed ; of these five are loft.

In all twenty-two banks in these two Provinces have gone oul of exist-

ence since we began to do business. Including those mentioned,
eighty banks have opened for business in various parts of the Dom-
inion, and of these only thirty-six now remain, the others having passed
out of existence, either by suspensions, liquidation, or having been
absorbed by some of the remaining banks.

On Their Deliverance.

Extracts from article in Monetary Times, February 7,
1907, Pajfe 1323, Vol. 40:

" We were told we had earned a very large dividend. The bank as
" a matter of fact so far as its branches were concerned, with its mil-

•' lions of discount business, was in first-class condition, but from being
"a bank it was turned into a bucket-shop."— Ex-President Cockburn
of the Ontario Hank.

I never wa.i more sure of anything in my life than " that the bank
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was in a very ffood condition. - Hon. RiiharU Mar.-ourl, ex-din-clor
Ontario Rank.

The Ontario Bank collapsi- contains warninjfs onouKh for every-
body. Like every other monitory i vent it produces teachings that are
apt to be distorted. The lesson hen is that of ordinary efiiciency ol
business control ; and not a call for outside orticiousness. If you have
incompetents in command any amount of Government inspection
will not remedy the affliction. It will only supply a crutch to weakness
when weakness needs a spur. .And so, Icl ;is await the dividend to
Ontario Hank shareholders,! and trust for a merciful evciuide for the
unfortun.Ue jfentleman who henceforth will exper jiice much freedom
and little responsibility in the re.ilm of strenuous, v*.,. kin>f-day finance.

Amend the Bank Act.

Extract from article which appeared in the Mail mid
Empire of February 4, 1907 :

The wreckinjf proiess was not the work oi a day or a week, or
of any short period, but it will probably be found to have been con-
tinued over a series of years. No lon^ protracted operations of dis-

honesty could have been possible had the law provided indipendcnt
tests and automatic checks such as are employed in British bankinjf.
An independent audit would have exposed the first d«parture from the
path of rectitude. Had there been such an audit the general manager
would have been stopped early in his course of wrongdoing, and would
doubtless have been removed before he could have greatly impaired
the bank's resources. As it was, his dis.ionesty worked on insidiously
until the bank's paid-up capital and its rest were all but wasted away.
To say that the lack of an auditor serves to sharpen the vigilance of
shareholders is really to admit the importance of the auditor's functions.
If keen watchfulness on the part of shareholders is of prime necessity,
then why not systematize that watchfulness in the form of an audit ser-
vice ? It is as the representative of the shareholders directly and of
the general public indirectly that an auditor would carry on his en-
quiries. His activity would be ser\lceable to depositors and note-
holders as well as to shareholders. With the right kind of - ...liting the
very beginning of evil in the Ontario Bank would have been detected,
and we should not have had to wait until the capital is gone and a
really great crime has to be punished. The enquiry into the wreckmg
of the Ontario Bank has gone far enough to indicate very clearly to the
Government the points for immediate amendment in the Bank Act. In
the first place, the Finance Minister should have some means of verify-

ii A dividend, forsooth!
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injf RtateiTKMiti sent in by bank offiiiaK. ThHt i», iherf should b«
Govfmment in^poclion. In the s.-conJ pliuT, ihorc oukHI to be nn
indupt-ndont audit. At a lime when our bank>» are increa-tiiiK "> "um-
berand still more rapidly increasing in the aKKreKate of their capital,
it is in the highest degree important that the weakeiesses which have
been laid bare in the V>ntario Hank case should at once receive the
attention of Parliament.

Kxtract from report of Grand Jury at .Assizes in Toronto,

February, 1907, F.veninf^ le/e^'ram, February 5, icjcj? :

Kffeninf; to the case of Charles McGill ami the Ontario Bank,
U'c are of the opinion that it is the duty of the Gmeniment to at

once establish some system of inspection of our banking ami other

monetary institutions that will safeguard the investing publicfrom
deceitful andfraudulent statements issued by Boards of Directors,

who, apparently, in this instance, have been grossly negligent of
their duty as trusteesfor the shareholders of the bank.

The following suggestions for amendment u,

the Bank Act were presented to the Annual Meet-
ing of the Canadian Bankers' Association, 25th

November, 1909, and received no support:

I. The .Association shall appoint a Board of Auditors,
hereinafter called the Board. The Board so appointed shall

make an annual examination of each bank and, if such ex-
amination is satisfactory, shall through the Chairman of the
Board cause to be certified the annual statement i'-'-'ied by
the bank to its shareholders. This certification sL^ll state
that, in the judgment of the .Auditors, the statement is a fair

stateinent and a conservative representation of the bank's
affairs. No statement or balance sheet shall be issued without
such certificate.

2. The Board shall consist of not less than seven full

members, of whom four shall form a quorum, and of not less
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than seven associate members, all i^f whom shall be elected
by vote of the (leneral Mana^'cr., of all the banks, anil one-
tenth of such vote bcinjj recorded ; • liinst a candidate tor
either full or associate membership shall exclude him from
election. The Chairman of the Hoard shall be appointed
from the members of the lUiard by a vote ^^( the General
Manaj,'ers of the banks.

3. Save as hereinafter provided, no candidate shall be
elij,'ible for election as a full member of the Hoard unless he
has had tive years' previous experience in bank auditing', but
a candidate havinj,- a less experience may be elected a full

member of the Board by the unanimous vote of the General
Manajjers. .After five years' experience in bank auditinj,- an
associate member may be elected a full member by the vote
of the General .Vlanaj^jers.

4. No candidate shall be elijjible for election, either as a
full or as an associate member of the Hoard, unless he is a
memoer of the Canadian Hoard of Chartered Accountants, or
of the Ontario Hoard of Chartered .Accountants, or of the
Institute of Chartered .Accountnnts for Knjfland and Wales,
or the Scottish Chartered Accountants, or oi .such other body
of auditors or accountants as may be approved bv the
Association.

5. No Director or Officer of any bank shall be capable
of being appointed on the Hoard.

C>. Any member or associate of the Board may at any
time be removed therefrom, with or without cause shown,
by a majority vote of the General Manaj,'ers of all the banks.

7. The executive of the Association shall annually
appoint for each bank, from the Board, an auditor or
auditors, of whom at least one shall be a full member.
Hut in no case shall a member, who has been elected to the
Board notwithstandinjf opposition, be eligible to audit t*^?

accounts of the bank or banks whose General .Manager has
opposed his election.

8. The auditor or auditors so appointed shall, for that
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year, audit the accounts of the bank particularly and care-
fully with reference to the annual statement issued by the
bank to its shareholders. The auditors shall, for that pur-
nose, make an examination of the Head Office of the bank,
and shall examine any of the branches if such examination
shall seem to them to be desirable.

9. Kvery auditor of a bank shall, for the purpose of
such audit, have the ri<,'-ht of access, at all times, to the
books, accounts and vouchers of the bank, and shall he
entitled to require from the directors and officers of the bank
such information and explanation as may be necessary for
the performance of the duties of the auditors.

10. The auditors shall make a report to the Cliairman
of the Hoard on the accounts examined by them, and on
every annual statement and balance sheet proposed to be laid
before the shareholders of the hank in f^eneral meetinj,' dur-
int,-- their tenure of offn:e, and the report shall state :

{<!) Whether in their judfjment the inspection of the
branches is rcj^ula.ly and efficiently performed
by t!'e bank's rej^-ular inspectors.

(/') Whether 'he •,'-encral supervision of the loans and
inves'ments appears to be thorou|,>-h.

in Whether they liave obtained all the information
and explanations they have required.

(<f) Whether in thei.- opinion the balance sheet re-
ferred to in the report is properly drawn up so
as to exhibit a fair and conservative view of the
.state of the bank's affairs.

1 1. Such report shall be in writing and shall be signed by
the auditors aforesaid in dupiicate. Both duplicates shall be
delivered to the Chairman of the Board. One duplicate shall
be fyled by him and the other shall be delivered by the Chair-
man to the directors of the ba.ik. The Chairman of the
Board shall not permit in.spection of the duplicate fvled with
him by any person except the General .Manager of the bank
interested, unless as hereinafter provided.
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12. If the auditor;;' report is satisfactory, the Chairman
of the Board shal! r,-.,,. ihc statement of the hank.

13. In case th oxaminii.or am'itors dec. "ne to certify the
statement of a b. k ^h,. repor of the auditors shall be
considered by the iio. -d niihout delay, and the Directors
and General Manajjer of the bank may appear before the
Board. Should the Board affirm the action of the exaniin-
in},'- auditors, the facts shall be at once reported to the \W.
ecutive Committee of the Association, and throui^h the Asso-
ciation to the Minister of Finance. Thereupon, a directiiMi
may be made by th^ Executive of the Association, with the
concurrence of the Minister of Finance, if, in their opinion,
it is right and proper so to do, that the Chairman of the
Board do certify such statement, and the Chairman of the
Board shall accordi-i,Hy certify the statement; or a direction
may be made that che bank iXo alter its statement to accord
with the judj,'ment of the Board.

14. Kvery person appointed to the Board oi Auditors
shall, before assuming his position on the Board, subscribe
and make a statutory declaration in the word- followin<--

" I will not at any time discuss or divulj^-e to any per-
'* son, save in accorJance with the provisions of tlie'Bank
"Act, any information which I niav acquire directlv or
"indirectly re«-arding any chartered bank of Canada", or
•'any of its affairs, or the affairs of its clients, whether
" such information is acquired bv me as a member of the
" Board of Auditors of the Bankers' Association or other-" wise."

15. The appointment of members and associates to the
Board of Auditors shall be made at a meetinjr of the Associa-
tion. In case any General ]VIanaj,rer is not present at such
meetint,^ he shall nevertheless have the right to vote on the
question of such appointment, and may do so by letter des-
patched to the Secretary of the Association within one week
after notice of such proposed appointment has been received
at the Head Office of the bank, in default of which his vote
shall be recorded as in favor of the candidate.
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16. In case the Association fails to appoint a Board of

Auditors, as herein provided, within six months from the

passing of this Act, it shall be the duty of the Minister of

Finance forthwith to appoint such Board.

(\ot pri\;ite.

)

H. C. McLeod, Esq

An Investor's View.

, December 6th, 1909.

Dear Sir:

I thank you for your bank inspection pamphlet, which I

have read with much interest.

Both my wife and I are holders of a little stock in a bank
(no matter which) and doubtless would be of a good deal

more, were it not for the danger you have so ably pointed
out.

I have seen in my time many banks go down, including

one you don't mention, "good as wheat," "sound as the

Bank of England," the Hank of Uppt. Canada: the relics or
residue of which were, I think, licked up by the so-called

trustees winding up. That bank had tnsu/e inspection. I

believe every other bank had inside inspection, including one
of the latest, the Ontario Bank, of which only one man was
punished.

The case of the Bank of Glasgow, with only four hours
of outside inspection by a proper chartered accountant, is

one of the most convincing arguments you could use. As to

inside inspection, no shareholder is fool enough to think he
has really any power.

The power is with the board, who, at the expense of the
shareholders, send out printed proxies, which I never sign,

but whicii give the board a continuance of power either for

good or evil. The shareholders' meeting is only a farce. If

there be fraud or rottenness within, the shareholders only
know it when the "smash" comes.
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Certainly, I am with you. And every man who can think

for himself is with you, in your ideas as set forth in your
pamphlet, Bank Inspection.

Yours sincerely, —

A Suggestiou by a Shareholder : — a K. C.

1 have read ycur circular of the 26th ultimo and the

accompanyinj^ pamphlet on bank inspection. It appf^ars to

me that frequent external examination of bank books is

hij,^hly desirable. The shareholders and depositors of our
numerous banks are entitled to an inspection free from the

influence of directors and officials. To prevent .he appoint-

ment of incompetent auditors I would sug^gest that the Bank-
ing Act be amended, making it the duty of the judges of the

High Court of Justice to nominate suitable men. The inspec-

tions should, in my opinion, be made at least twice a year.

External Examination of Banks.

Copy of an article which appeared in T//e Chronicle,

Montreal, of December 3rd, 1909:

In a recently issued pamphlet on Bank Inspection, the

general manager of the Bank of Nova Scotia advocates the

external examination of Canadian banks. In view of the

revision of the Bank Act this session— or more probably next

— this pronouncement of so able a banker as Mr. H. C. Mc-
Leod will evoke interest and discussion. With characteristic

fairness Mr. McLeod includes in an appendix many expres-

sions of views opposed to his own. So that the pamphlet

has the rare merit of presenting both sides of the question.

But at the outset the argument for external examination

is based upon a comparison that is certainly not "on all

fours." To state that the percentage of bank failures in the

United States, under governmental inspection, is less than

in Canada is not to the point — and it seems unfortunate

that comparative ratios should be thus quoted without quali-

fication. In the minds of t'.ie uninformed the statement is



k'.-S". ,

40

liable to ifive an erroneous impression as to the comparative
safety of bankin<j methods here and across the border.

Indeed, no comparison of ratios should be instituted between
branch banking- and non-branch bankinj^ systems. The
liquidation of a single bank in Canada, however few its

branches, would apparently increase the percentage of

failuies by over three percent.; though, on the basis of bank
branches involved, it might affect a mere fraction of one per

cent, of the country's total.

As to the comparative ineffectiveness of g-overnment in-

spection in the United States, there is no lack of evidence.

The present Comptroller of the Currency is himself a scath-

ing; critic of the delinquencies of his staff of bank inspectors.

His well-intentioned efforts at improvement are admissions

of the dangers that inhere in such a system. Only this week
he has issued orders that the directors of national banks
must provide for more thorough internal control by appoint-

ing examining and discount conunittees — evidence surelv

that reliance upon external supervision has led to laxity in

internal methods of management. Prominent American
bankers themselves deplore the "false sense of security"

that comes as a result of government inspection, leading the

public to consider one bank as good as another without

stopping- to judge it by sound business standards.

.And the branch system would make still more compli-

cated the problem of external bank inspection in Canida.
Though .Mr. McLeod thinks that a head ofli e audit would
sufiice, it is difficult to avoid the logical conclusion that

branches also would have to be dealt with. .As against

this, it is scarcely a convincing argument to state that an
examination at head office would have been sufficient to

reveal the approaching failure of this or that bank. If in

any case the intent to deceive existed, and it were known
that head office (and head office only) wore to be subjec* to

inspection, is it likely that means of shifting: incriminating

evidence to some leading branch would not be found possible?

Mr. .McLeod does not deny the truth of the statement
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made by Mr. B. E. Walker, that "there are many forms of
possible loss to shareholders which the {,'-overnment inspec-
tion or audit by a chartered accountant could not delect."
Hut he expresses the conviction that chani .s of such loss
would be minimized by external inspection. On this point
the j,'-reat majority of Canadian bankers do not a-ree with
Mr. .Mcl.eod, thouf^-h they are every wiiit as solicituous as
he for the fair name of bankinj,'- in Canada. Hut they are
convinced that any external audit of accounts, however
thorou^'h, n-,ij,dit prove a broken reed for public confidence
to lean upon. To quote .Mr. Thomas Fyshe "Hankers
know that what is necessary to secure certainty is an audit
of the facts or valuation of the assets, which is a very differ-

ent thin-" Only an officer of the bank itself can '^\\c any
adequate opinion as to the nature and <alue of the assets
covered by the balance sheet.

Holders of bank notes are amply protected under existing
conditions in Canada. \or have depositors, except in slight
measure, been sufferers from bank failures in Canada during
the last quarter century. Shareholders h.ive borne the
brunt. Unfortunate as this has been from Mieir standpoint
It is scarcely argument for government paternilism. ,\s well
argue that those buying stock in some present-day merger
should have assurance thai their interest would be looked
after by government auditors.

In a letter to IV/e Globe, of Toronto, three years ago, Mr.
McLeod wrote as follows :

" Hank shareholders are the parties with the major inter-
est at stake, and for the present the subject would be better
left to them and their representatives, in the hope that a
satisfactory solution of the problem may be reached."

This seems a more sound course than Mr. McLeod's pre-
sent proposal for government interference. If the share-
holders of any bank desire a change in methods of internal
inspection, or would supplement it by an independent audit,
the way is open without appeal to legislation.
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Letter to The Chronicle.

December 14th, 1909.

To the p:ditor of T/ic Chronicle :

My attention has been called to the article in your issue

of December 3rd on External Examination of Banks, in

which, in referrinj,' to my pamphlet on Bank Inspection, you
maintain that the comparison of bank failures between the

United States and Canada, according to number, is not "on
all fours." Inasmuch as small independent banks are rarely

as elliciently managed as great banks under the branch
banking system, I hold that there is no method of compari-
son with another country that will fairly represent the full

advantages derived by the United States from the external

supervision of its banks. The improvement may be most
fairly shown by reference to the previous chaotic condition of

banking in that country. However, discussion as to whether
comparison by percentage of number is equitable may be
avoided by changing the basis to that of capital involved.

The result differs in degree only. At the end of igo8 there

were 6,873 National banks in the United States, the aggre-
gate capital being $930'3^>5!275. The losses to shareholders

through failures within forty-four years amounted to $100,-

825,239., including the assessment for the double liability.

There are twenty-nine active Canadian banks, with aggre-
gate capital of $94,471,415. Since 1865, according to care-

ful estimates, shareholders in Canadian banks have sunk

$44,700,000. In this comparison of failures in proportion

to existing capital the National system of the United States

shows eleven per cent., Canada shows forty -seven per cent.!

These figures leave the choice of two conclusions; one, that

even an inefficient system of external examination is highly

beneficial ; the other, that small independent banks are the

most stable. Canadian bankers will readily dissent from the

last suggested conclusion ; it is at variance with the experi-

ence of other countries.

In communications to the press I have long since pointed
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out that the National system of supervision is quite imper-
fect, mentioning that in ic)05, 1 1,316 inspections were made
by only seventy-eitfht examiners ; a staff wholly inailequate
for the work. The examiners and the Controller of the Cur-
rency may, year after year, ineffectually criticize some objec-
tionable feature in a bank's manaj^-ement : they have no
remedial or other power until after the insolvency of the bank.

With the favorable results shown from a system so faulty
as the National system, what are we not entitled to expect
from any plan of external examination that approaches effect-

iveness? Perhaps the best answer may be found in the ex-
perience of Scotland, from which country our hankini,'- system
was adapted, before the later improvements. Scotland
adopted external examination in 1879 and has since been free
from bank failures. In the meantime Canada has had nine-
teen failures. The fig-ures are disturbinjj: nineteen banks
failed in thirty years and only twenty-nine remain.

You arrav ar},niments as,'ainst an imas,Wnary contention
by those in favor of external examination. It is not claimed
that independent audit will take the place of j,aMieral man-
ai^ement, or that its adoption will remove the necessitv for
the hif,^hest form of internal inspection. Indeed the plan of
external examination, recently pr.,.-^ nted to the Canadian
Hankers' Association, has for one of its first objects the
ascertainment, "whether the inspection of the branches is

" re},'ularly and efficiently performed by the bank's ref,'ular

"inspectors." We do claim that external examination has
a salutary effect ; that it would have disclosed the quality of
the manaj^ement of the banks that have gone before, in time
to have saved most of the losses of shareholders since 1865;
and it is pointed out that external examination has been gen-
erally adopted throughout the world.

Your comparison of bank shares with the speculative
shares of '

' some present-day merger" is unfortunate. Seem-
ingly you feel scant sympathy for shareholders, but among
those who have been reduced to poverty by bank failures are
many women and children, as well as others of a class to

IJ^. Si*,:
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whom the mental wretchedness of dependence is peculiarly
intense. These investors, innocent of bankinjj knowiedjje,
like the saving's dep-ositors, are entitled to the protection of
the safejruards that experience has shown to be effective and
essential, and that are of world-wide application.

_
The idea that simultaneous examinations of all offices of

a bank are necessary has been exploded. There is no history
of failures throutrh operations at branch offices. Indepen-
dent audit of the head offices is the system of Scotland and
of the world and it is emmently successful. The lo>,nc of
facts should be conclusive.

H. C. .\M.i:on.
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